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EDITORIAL DEPARTMENT NOTE 


Government contractors and subcontractors today find themselves 
in a difficult position in determining their rights under terminated 
contracts. While the industrial accountant cannot replace the law- 
yer in determining the legal rights arising out of contract cancella- 
tion, the accountant does need a basic understanding of the | 
factors involved in such settlements in order to participate most he’ 
fully in the councils of management and contribute his part to 
fi settlement. Undoubtedly the hearings now under way in 
Congress will result in new legislation bearing on terminated settle- 

erstanding o egal background against whi new legis- 
lation is written. The article in this issue of the Bulletin should 
provide this background. 


The author of this article, Ross Nichols, is Head of the Legal 
Department of the Weston Electrical Instrument Corporation of 
Newark. Mr. Nichols is a graduate of George Washington Univer- 
sity, holds the L.L.B. degree and is a member of the New Jersey 
bar. Prior to his present connection, he served for several years 
as Secretary of the Newark Chamber of Commerce, where he was 
active in the formulation of both state and federal legislation. 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the view ex- 
pres but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 


CoPYRIGHTED BY THE 


NATIONAL ASSOCIATION OF 
COST ACCOUNTANTS 


Novemser 15, 1943 


Ps 
the 
An 
vis 
mai 
We 
whi 
191 
latte 
Thi 
com 
com 
pros 
Lav. 
follo 
| 
| 
cance 
exerc 
pated 
4 stated 
; 1Ur 
2 Ma 
‘ ® De 
*Ru: 


SOME LEGAL ASPECTS OF WAR CONTRACT 
TERMINATION 


By Ross Nichols, Head of Legal Department, 
Weston Electrical Instrument Corp., Newark, N. J. 


Purpose of the Termination Clause 


Pisst, I think, we should consider the legal function of the 

termination clause in a government prime contract. It is not 
there because it is needed to permit termination of the contract. 
Any contract can be terminated whether or not it contains a pro- 
vision governing termination. As a matter of fact, there were 
many prime contracts, both express and implied, made during 
World War I which did not contain a termination clause but 
which were cancelled and settled either under the Act of June 15, 
1917, providing for just compensation, or the Dent Act.2 The 
latter provided that terminated contracts should be adjusted upon 
a “fair and equitable” basis, but exclusive of prospective profits. 
This appears to be tantamount to a statutory definition of just 
compensation. While the courts have consistently held that “just 
compensation” in these instances did not include anticipated or 
prospective profit, the measure of damage was broad. In the De 
Laval case,® the Supreme Court defined “just compensation” as 
follows : 

It is the sum which, considering all the circumstances— 
uncertainties of the war and the rest—probably could have 
been obtained for an assignment of the contract and claimant’s 
rights thereunder; that is, the sum that would in all prob- 
ability result from a fair negotiation between the owner who 
is willing to sell and a purchaser who desires to buy. 


Prospective profits are excluded, it seems, on the theory that 
cancellation, where there is no contractual provision for it, is an 
exercise of the power of eminent domain under which no antici- 
pated profits are allowed. In another case,‘ the Supreme Court 
stated : 

In fixing just compensation the court must consider the 
1 Urgent Deficiencies Appr. Act — 40 Stat. 182. | 
Mar. 2 1919 40 Stat. 


Steam Turbine vs U.S. 284 US 61 announced in 1931. 
# Russell Motor Car Co. vs U.S. 261 US 514 — 1923. 
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value of the contract at the time of its cancellation, not what 
it would have produced by way of profits . . . if it had been 
fully performed. 


It is perhaps in order to caution you that the results obtained 
under the theory of just compensation are not always entirely 
satisfactory to the claimant. Indeed, one lawyer has expressed the 
opinion that just compensation as awarded in the Court of Claims 
amounts to approximately 50 per cent of the amount actually due. 
However, there can be no objection to the legal definition. The 
shortcomings are in its application. 

Now, it seems to be perfectly clear that the general intent of 
the clauses providing for termination of contracts for the con- 
venience of the Government is to incorporate in the contract itself 
a provision: first, that termination is within the contemplation of 
the parties when the contract is made; second, a statement of the 
measure of damages payable to the contractor in the event the 
Government exercises its right of termination, using for this pur- 
pose a measure which excludes prospective profits; and third, a 
rule or guide in the determination of damages. 

Variation in Clauses 

One of the first difficulties encountered is that the various ter- 
mination clauses are not identical in their statement of the measure 
of damages. The War Department termination clause for fixed- 
price supply contracts (PR 324) calls for a payment “to compen- 
sate the contractor for his costs, expenditures, liabilities, commit- 
ments, and work in respect to the uncompleted portion of the 
contract,” including “such allowance for anticipated profit with 
respect to such uncompleted portion of the contract as is reasonable 
under all the circumstances.” The Navy form used by the Bureau 
of Supplies and Accounts for fixed-price contracts provides for 
payment of a “percentage of the contract price reduced by the 
amount of any payments (for completed articles in the cancelled 
portion) equal to the percentage of completion of such uncom- 
pleted articles at the time of termination.” The WPB draft of a 
termination clause states that the basis for compensation is “fair, 
full, and reasonable compensation including a proper allowance for 
profit for the work performed and supplies and articles furnished 
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under the contract, the costs and commitménts properly allocable 
thereto, and the expenses incident to termination and settlement 
under this regulation.” Another short form of clause which ap- 
pears in some contracts issued by the Aviation Supply Office, Naval 
Aircraft Factory, Navy Yard, Philadelphia, provides for payment 
of “an amount representing fair compensation to the contractor 
. . « for his costs, expenditures, liabilities, commitments, work and 
expenses of settlement and such allowance for profit as is rea- 
sonable under all the circumstances.” 

‘While these clauses are not identical, it seems pretty clear that 
they all intend to accomplish the same general purpose, but we 
shall have to do a degree of guessing as to the construction that 
will be put on the words in existing clauses. 

If a contract to which the Government was not a party were 
cancelled, and there was no provision in it as to the measure of 
damages at cancellation, the general rule is that the supplier would 
receive a sum equivalent to the full contract price less the amount 
which he saved by reason of the fact that there was no further 
necessity to perform. Such a sum, of course, includes full pros- 
pective profits. It is the effort to get away from this measure of 
damages, and approach that which the Court has defined as “just 
compensation” which makes it necessary for the termination 
clauses themselves to set forth in a formula the detailed elements 
of cost and allowable profit. 

Of course, I think no one will seriously contend that prospective 
profits should be allowed on these war contracts. Certainly that is 
not my contention, but I am fearful that the effort of-draftsmen 
to contrive a formula approximating “just compensation” may 
result in detriment to war contractors generally. The courts, in 
arriving at the sum to be paid, are not at such pains to disallow 
particular items. They seem to take a broader view than the 
clauses and regulations. Chief Justice Whaley of the Court of 
Claims,® after discussing the difficulty of mathematical proof of 
damage said: ™ 

All that is required is the allowance of such damage as in 
the opinion of fair men firectly and naturally resulted from 
the injury sustained. 


5 Mansfield & Sons vs U.S. 94 Ct. of Claims 397, 421 — 1941. 
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This is but another way of saying that in the event of ter- 
mination, the Government should make such payments to the 
contractor on account thereof as will make him “whole.” Leaving 
aside the question of profit on the uncompleted portion, you ac- 
countants are in a much better position than a lawyer to decide 
whether the formulas set forth in the various termination clauses 
are such as will make the contractor “whole” or whether under 
certain circumstances they fall somewhat short of this desirable 
objective. If they do fall short; it may! be attributed to the very 
human tendency on the part of gove t draftsmen to resolve 
matters of doubt against the contractor and in favor of the 
Government. 


Negotiated Settlements 

The Army in its present lump-sum termination clause, PR 324, 
injects the step of a negotiated settlement prior to the use of the 
formula. The standard lump-sum Navy clause also contemplates 
a negotiated settlement. The War Department anticipates that the 
contractor and its contracting officer shall agree upon the sum 
that is reasonably necessary to compensate the contractor for his 
costs, expenditures, liabilities, commitments, and work in respect 
to the uncompleted portion of the contract, including in such sum 
“such allowance for anticipated profit with respect to such uncom- 
pleted portion of the contract as is reasonable under all the 
circumstances.” 

This sounds as though the contractor and the contracting officer 
are to get together as businessmen and work out a settlement, 
but generally speaking, I think it is fair to say that the con- 
tracting officer will not have as much latitude in these negotiations 
as will the contractor. The Army contracting officer is bound to 
follow the provisions of PR 15 and of the Termination Accounting 
Manual, and the costs that he may recognize and allow are, for 
all practical purposes, no different than those which would be rec- 
ognized and allowed under the formula. The only probable dif- 
ferences between a negotiated and a formula settlement lie in the 
allowance for profit and the degree of proof. 

If this statement is correct, we may well inquire as to why the 
Government is placing such stress on negotiated settlements and 
does not move immediately to settlements under the formula. My 
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understanding is that the War Department feels that a negotiated 
settlement is not subject to review by the General Accounting 
Office, either because the General Accounting Office has no juris- 
diction, or because, in a negotiated settlement, there is only agree- 


- ment on a fixed sum and no breakdown of items making up such 


sum, which lends itself to review and audit by the General Ac- 
counting Office. My belief is that the detailed provisions of 
PR 15 and TAM vitiate this latter assumption so we must fall 
back on the theory that, once a sum is agreed upon, the prime 
contract will be supplemented to give effect to it and that settlement 
will be a perfunctory payment of a sum called for in the settle- 
ment agreement. 


Jurisdiction of the General Accounting Office 

As to the jurisdiction of the GAO, the actual current situation 
seems clouded. The Act of June 10, 1921, setting up the General 
Accounting Office, makes it independent of the executive depart- 
ments and under the control and direction of the Comptroller 
General, and provides that all claims and demands against the 
United States must be settled by the General Accounting Office. 
The act further provides: 


All purchases and contracts for supplies or services for 
the military service shall be made by or under the direction 
of the chief officers of the Department of War. And all 
agents or contractors for supplies or services as aforesaid 
shall render their accounts for settlement to the accountant of 
the proper department for which such supplies or services are 
required, subject, nevertheless, to the inspection and revision 
of the General Accounting Office. 


I understand that the Comptroller General has ruled that when 
the public interest so requires, a contracting officer may terminate 
a contract which he was authorized to make, and that he may by 
supplemental contract agree with the contractor upon the com- 
pensation to be paid for the work already performed, provided 
that the amount agreed upon is proper and just and is accepted by 
the contractor in full and final settlement. In recent testimony, 
Mr. Warren, the Comptroller General, indicated that the settle- 
ment agreement after negotiation did deprive him of authority to 
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settle—but I cannot reconcile this view with the contention of the 
General Accounting Office, acknowledged by the Services, that 
settlements under the formula are subject to GAO audit and re- 
view. Why not exclude the Comptroller General by supplemental 
agreements after formula settlements? I shall not be comfortable 
until the scope of authority of all parties is better defined. 


Provisions of First War Powers Act and Executive Order goor 


Of course, the First War Powers Act of 1941 is very broad in 
its provisions and gives the Services the .ight to enter into sup- 
plemental contracts, which doubtless includes termination settle- 
ments, but may not go so far as to deprive the Comptroller General 
of the right to review contracts terminated according to their own 
terms, especially as it contains a proviso: 

That no redistribution of functions shall provide for the 
transfer, consolidation, or abolition of the whole or any part 
of the General Accounting Office or of all or any part of its 
functions. 

Executive Order goo1, which was issued under the authority of 
the First War Powers Act, does give the services the right to 
“settle” contracts, but this appears to go beyod the language of 
the Act. The Attorney General has given an opinion to the War 
Department which says: 

It is clear that the powers of settlement and release are not 
in any sense denied to you by the provisions of the Act of - 
June 10, 1941, 41 Stat. 24, or by the provisos of Section 1 
of Title I of the First War Powers Act.® 


But we do not know whether he views the First War Powers 
Act and Executive Order go01 as giving the Services exclusive 
power to settle, or concurrent authority with the General Account- 
ing Office. He did not say that the Comptroller has lost his right 
to “inspect and revise” such settlements. 

Greater confusion enters the picture when the Comptroller 
General writes to Senators Murray, Truman, and Revercomb and 
urges that Congress enact legislation making the General Account- 


® Opinions of the Atty. Gen. Vol. 40, No. 53 Aug. 29, 1942. 
248 


q it 

th 

vi 

as 

G 

ace 

mi, 

an 

Co 

tha 

she 

cor 

of 

sho 

bro 

me 

cou 

is 

son 

and 

sent 
_§ 


November 15, 1943 N.A.C. A. Bulletin 


ing Office the final arbiter of all claims arising out of cancelled 
war contracts,” 

The draft of the amendments which Mr. Warren proposes to 
the Murray Bill provides that the General Accounting Office re- 
view termination claims and certify for payment such balances 
as it may determine to be due, with provision for auditing by the 
General Accounting Office of any advance or partial payment 
previously made. Mr. Warren went on to say: 

The liberal attitude evinced by contracting officers and other 
administrative representatives of the Government has con- 
vinced me that, in connection with the final settlement of the 
Government’s obligations under terminated war contracts, the 
contracting officers’ determinations of the amounts to be paid 
will be based largely on the contractors’ representations as to 
the amounts owing, and that no sufficient effort will be made, 
in the vast majority of cases, to verify or scrutinize the self- 
serving statements of costs furnished by the contractors. 
Moreover, I am convinced that the contracting officers will 
allow improper payments which, perhaps, will total millions 
of dollars. 

I think you will agree with me that contractors generally have 
accepted war contracts with whatever termination clause they 
might contain, because they had a nebulous idea that under such 
an agreement they could get a settlement without suing in the 
Court of Claims and they were more interested in prompt payment 
than they were in full payment. Frankly, I do not see why they 
should not have both. It is the Government which cancels the 
contract and the Government which benefits from the cancellation 
of the contract. Such an action on the part of the Government 
should not work a hardship on the contractor. He should be 
brought out “whole.” He should be given prompt partial pay- 
ments and a prompt final settlement without the necessity of re- 
course to the Court of Claims. However, if we assume that there 
is still a vestige of right in the General Accounting Office to have 
some part in these settlements, and it is my belief that there is, 
and if Mr. Warren’s letter to the three Senators accurately repre- 
sents his views concerning settlements now being made, and which 


TComp. Gen.’s letter 9/20/43 B-35374. 
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will later be made in increasing quantities, how much likelihood 
is there that negotiated settlements, even though they may not be 
full and fair, will be the smooth and prompt propositions which 
the War Department visualizes ? 


Questions of Law Versus Questions of Fact 

Under the provisions of the termination clause known as 
PR 324, the contracting officer has a number of decisions to make 
and appears to be a final authority on many points. Reference is 
also made in that clause to the disputes clause which says in part: 
“Except as otherwise specifically provided in the contract, all 
disputes concerning questions of fact which may arise . . . shall 
be decided by the contracting officer” and then goes on to provide 
for an appeal from his decision to the Secretary of War or an 
Appeals Board. 

The Supreme Court of the United States has ruled that the 
contractor’s sole remedy in “contractor's disputes” is to appeal to 
the head of the department as provided in the contract. A recent 
case,’ decided in 1942, deals with fill along the east bank of the 
Mississippi and the compensation to be paid for extras. The 
significant language is: 

An equitable adjustment of the respondent’s additional pay- 
ment for extra work involved merely the ascertainment of the 
cost of digging, moving and placing earth and the addition to 
that cost of a reasonable and customary allowance for profit. 
These were inquiries of fact. If the contracting officer er- 
roneously answered them, Article 15 (Disputes Clause) pro- 
vided the only avenue for relief. 

If this view is maintained, the ascertainment of the sum due in 
settlement may be conclusively made by the contracting officer, 
bearing in mind that even findings of fact by a cpntracting officer 
are not binding if they are arbitrary, capricious, tainted with 
fraud, or not fairly arrived at. 

One conclusion which the information sketchily outlined above 
seems to support is that prior to the First War Powers Act the 
broad authority of the General Accounting Office to pass on claims 


8 U.S. vs Callahan Walker Construction Co. 87 Law Ed. 91. 
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_ enabled it to determine both matters of fact and matters of law 

subject to review in the courts on matters of law; that the practical 
effect of the termination clause and the settlement agreements and 
of the Comptroller General’s acknowledgment that contracting of- — 
ficers can pass on matters of fact is to deprive the General Ac- 
counting Office of the right of review of matters of fact ; but that 
the Comptroller General may still inject himself in any settlement 
in which he believes the contracting officer has made an erroneous 
decision on a matter of law.® 

The theory has been advanced that the situation which is 
brought about by the various laws and regulations referred to 
and under which we are now operating is that the departments, 
as represented by contracting officers, have authority to make con- 
tracts and to agree as to the procedure to be followed on ter- 
mination and have authority to agree with the contractor to further 
variations in that procedure. But this authority to make binding 
contracts is not in conflict with nor to be exercised in derogation 
of the Comptroller General’s authority to settle, or to make sure 
that the departments settle, such contracts in accordance, with their 
own provisions. 

Under either theory, it appears that the provisions in the Ord- 
nance Procurement Regulations No. 52, to the effect “in the 
case of negotiated settlements, no documentary evidence is to be 
submitted to the General Accounting Office,” cannot be construed 
to mean more than that it need not be submitted voluntarily. 
Certainly, it is not yet clear that it may be withheld if the Comp- 
troller General wishes to take jurisdiction because he believed that 
some question of law was involved. 

I think the Comptroller General’s view of his present authority 
may be well expressed in his decision of August 28, 1942. While 
he was discussing a cost-plus-a-fixed-fee contract, the view no 
doubt applies with equal weight in connection with lump-sum 
contracts. He said: 

While cost-plus-a-fixed-fee contracts generally vest the Gov- 
ernment’s contracting officer with broad and general powers 
in the matter of approving reimbursable iterns, such powers 


9 See Papeitions GAO, Title 4, Code of Fed. 2.1(4). 
10 OPI No. 52, Sec. 403. 
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are not unlimited in their application, nor may they be re- 
garded as affecting in any manner whatever the statutory duty 
of the Comptroller General’s office to require necessary evi- 
dence in support of payments to be made by disbursing officers 
from appropriated moneys." 


Under this theory, Mr. Warren’s request to the three Senators 
may be viewed as an indication that he wishes to rule on the facts 
as well as the law. Of course, this theory conflicts with that as 
to finality of supplemental settlement agreements. Our problem is 
further complicated because the courts have not consistently dis- 
posed of the delineation between questions of fact and questions 
of law. No doubt there will be numerous instances where the dis- 
puted question is one of law which entitles the claimant to move 
either to the Court of Claims or the District Court, which has a 
limited concurrent jurisdiction, or which may permit the Comp- 
troller General to upset a finding by the contracting officer which 
was satisfactory to the claimant. 

If we assume that the rule is that the contracting officer and 
his superiors have the final say on questions of fact, but decisions 
on questions of law are open to challenge by the General Account- 
ing Office, we still have a difficult problem distinguishing between 
a question of law and a question of fact. It is not always possible 
to say that a given question is one of law or fact. Indeed, it may 
be either as is illustrated by a classic example of the inquiry 
whether A’s dog Fido bit B. If it is admitted that A owned the 
dog Fido and the question is whether it was Fido or some other 
dog that bit B, the question is one of fact. If it is admitted that 
it was Fido that bit B, and the question concerns A’s ownership 
of Fido, then the question is one of law. So when the contracting 
officer attempts to interpret, either on his own account or with the 
aid of the regulations furnished to him, some of the language 
included in the termination clauses, he may find that he has at- 
tempted to determine a matter of law and that his act is subject 
to review. 

The courts™ have held that it was a matter of law to interpret 

11 Comp.-Gen. Decision B aera A 


1942. 
12 Great Western Power Co ve Bitchns 170 Cal. 180 149 Pacif. 35. 
ICC vs Louisville-Nashville RR. 27 US $8 — 1 1913. 
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the words “willful misconduct.” On the’ other hand they think 
that the Interstate Commerce Commission is best equipped to de- 
termine what “rates” and practices are “just, fair, and reasonable” 
and therefore this is a finding of fact. It is pretty certain that 
any question of fact may be transmuted into one of law if, in the 
opinion of the court, the factfinding body took into consideration 
matters which the court deems improper. 

In instances where the Court after review sustains the adminis- 
trative body, the decision may mean that the Court concurs in the 
conclusions of law which the administrator has made rather than 
that such matters were of fact and, therefore, within the exclusive 
jurisdiction of the administrator. 

My purpose in elaborating on this law and fact problem is to 
bring home the point that even when the authority of the various 
agencies to determine the facts is clear, the difficult problem of 
identification of a fact question remains. When, as seems to be 
our present situation, the authority of the fact-finding agency is 
challenged, the problem becomes almost insoluble. 


Recommendations 


Every person who “views with alarm” is supposed to offer a 
remedy. I had hoped that we could look to the Services, the Comp- 
troller and the Attorney General and other interested agencies 
and offices to work out a solution without the intervention of Con- 
gress. However, in view of developments during the last few 
weeks, it seems pretty clear that Congress is going to do some- 
thing so I would suggest that Congress should not attempt to 
write legislation embodying detailed treatment for all problems 
in connection with termination. My fear is that it would take 
too long, that it would be too rigid, and that it would do something 
less than I wish to see done, because all debatable points probably 
would be resolved in favor of the Government and against the 
contractor. My feeling is that Congress should in legislation : 

1. Enunciate principles governing the termination of contracts 

which will in fact bring the contractor out whole. The em- 
phasis should be, not on preventing some isolated contractor 


18 Phelps-Dodge Corp. vs NLRB 313 US 177 — 1941. 
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from getting a little too much, but rather to make sure that 


every contractor will get all he is entitled to. 

Validate the negotiated settlement and payment against the 
supplemental agreement as a method of determination and dis- 
charge of the termination claim. The use of the supplemental 
agreement after a formula settlement should also be vali- 
dated. 

Redefine the powers, duties, and responsibilities of the con- 
tracting agencies and of the General Accounting Office, 
so that 


a. 


b. 


c. 


Uniform termination clauses and procedures may be 
written in the light of this definite knowledge. 
Contractors will know when they have made a valid set- 
tlement. 

Contracting and disbursing officers will know whether 
they make settlements at their peril. 

(I am not so impractical as to suggest that settlements 
can be made without being subject to some review, but I 
think negotiated settlements should be subject to re- 
opening only if fraud or mutual mistake is present.) 


It is desirable that Congress should also affirmatively 


a. 


b. 


d. 


Authorize partial payments of the full amount of any 
sum agreed to between the contractor and the contracting 
officer as a valid element of a termination claim ; 
Authorize advances against tentative or estimated 
amounts ; . 

Authorize the departments to make loans or to guaran- 
tee loans related to the terminated contracts ; and 

Make provision for mandatory partial payments unless 
affirmatively denied by the contracting officer. 


My own thought is that the partial payment against the total 
claim of all elements approved by the contracting officer will be 
the method normally used, but it seems clear that Congress should 
give the departments considerable leeway so that they will be 
under no disability in preventing contractor hardship. 

The task I have outlined is not an easy one, but it is equally 
clear that there is not a minute to lose if we are to clarify this 
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situation and avoid chaotic conditions when general termination 
comes. 

Of course, there are other points which need to be explored, 
such as the personal responsibility of the contracting officer or 
disbursing officer, the possibility of uniform termination clauses 
for all contracts of a given class, and the possibility of uniform 
regulations governing procedures under these clauses. We may 
find that the new group which is now functioning under the direc- 
tion of Justice Byrnes will offer some entirely new approach. It 
is not my purpose here to do more than indicate the existence of 
some of these problems. 


Subcontractor Relationship 


We may profitably explore some of the questions involved in the 
relationship between prime and subcontractors as distinguished 
from the status of the prime in his relationship to the Govern- 
ment. Prime contracts provide that the Government will reimburse 
the prime contratcor for his costs and expenses of settlement with 
subcontractors in such sum as the contracting officer may approve. 
Many prime contractors have imposed upon their, subcontractors 
conditions which, for all practical purposes, say that the sub will 
be reimbursed to the extent that such reimbursement is approved 
by the Government’s contracting officer and generally attempt to 
tie in the settlement of the sub with that of the prime. 

We have all heard discussions in which it appeared that the 
rights of subcontractors are considered to be merged with those of 
the prime. Such is not the case. The contract arising from the 
offer and acceptance of a prime and subcontractor is in no way 
conditioned upon the Government contract held by the prime con- 
tractor unless such fact is incorporated in the subcontract. Of 
course, subcontractors generally have recognized that their claims 
at termination will probably be reimbursed to the prime by the 
Government under the provisions of the government contract, and 
they have recognized that the prime contractor is precluded from 
collecting any prospective profit on the cancelled contract. They 
have, therefore, acceded to conditions, applicable in the event the 
subcontract is terminated by reason of the termination of the gov-. 
ernment contract, which will preclude the inclusion of prospective 
profits in their cancellation claims. But it was not intended to go 
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further and make the payment of actual damage sustained con- 
tingent upon reimbursement by the Government to the prime con- 
tractor, nor give the contracting officer veto power over the claim 
of the subcontractor. That is to say, the right of the sub to be 
paid by the prime is separate and apart from the right of the prime 
to be reimbursed by the Government. But it is doubtful, as we 
shall shortly see, that the contracting officer can withhold reim- 
bursement to the prime for any amount which the prime is legally 
obligated to pay the sub. 

One danger to subcontractors in acceding to conditions which 
make payment of their claims contingent on a contracting officer’s 
approval or upon the actual receipt by the prime contractor of 
reimbursement by the Government, or in other ways give the prime 
a defense to the claim of the sub, lies in the fact that the Govern- 
ment can and probably will compel the prime contractor to take 
advantage of all legal defenses to the subcontractor’s claim. 

It is significant that Section 324(a)(3) of PR 324 requires 
the contractor to “take such action as may be necessary to secure 
to the Government the benefits of any rights remaining in the 
contractor under orders or subcontracts wholly or partially charge- 
able to this contract.” The clause used by the Navy Bureau of 
Supplies and Accounts requires the contractor to “assign to the 
Government all of the right, title, and interest of the contractor 
under such orders or subcontracts as the contracting officer may 
direct.” 

A Recent Case 

The effect of these provisions, when coupled with a condition 
which would prove a valid defense for the prime contractor, if he 
were sued by the sub, is well illustrated in a case decided by the 
Court of Claims in May, 1943.4 The N. P. Severin Company 
contracted to build a post office at Rochester, New York. Part 
of the work was subcontracted. The contract contained a delays- 
damage clause containing substantially the same provisions as those 
incorporated in war supply contracts. The subcontract contained 
a clause reading as follows: 

Contractor or Subcontractor shall not in any event be 


14 Nils P. Severin, etc. vs U.S. Ct. of Cl. 43421. 
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held responsible for any loss, damage, detention, or delay 
caused by the Owner or any other Subcontractor upon the 
building; or delays in transportation, fire, strikes, lockouts, 
civil or military authority, or by insurrection or riot, or by 
any other cause beyond the control of Contractor or Subcon- 
tractor, or in any event for consequential damages. 


The Government or its agent caused a delay which was found 
to be excusable to the prime contractor. The effect of this delay 
was felt by the subcontractor who sustained a loss of $737.10, 
which he claimed from the prime contractor. The prime contractor 
added to this sum an item of $73.71 for overhead and filed suit in 
the Court of Claims for $810.81. The Court allowed the prime 
contractor to recover $73.71, being its general overhead on the 
loss sustained by the subcontractor, but it disallowed those ele- 
ments of the claims which represented the subcontractor’s loss. 
I will not read the entire opinion, but these quotations seem 
pertinent : 

The subcontractor could not sue the Government since it has 
not consented to be sued except, so far as relevant to this case, 
for breach of contract. But the Government had no contract 
with the subcontractor, hence it is not liable to, nor suable 
by him. 

_ Plaintiffs (prime contractor) therefore had the burden of 
proving, not that someone suffered actual damages from the 
defendant’s breach of contract, but that they, plaintiffs, suf- 
fered actual damages. If plaintiffs had proved that they, in 
the performance of their contract with the Government be- 
came liable to their subcontractor for the damages which the 
latter suffered, that liability, though not yet satisfied by “ 
ment, might well constitute actual damages to ae 
sustain their suit. 


But the Court went on to point out that the provisions of the sub- 
contract absolved the prime contractor from any loss, damage, 
detention, or delay caused by the owner, that 1s, the Government, 
and said: 
Thus plaintiffs . . . protected themselves from any dam- 
age by way of liability over to the subcontractor for such 
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breaches of contract by the Government as the one which 
occured here. 

To be sure, this was not a unanimous opinion. It was the opin- 
ion of Judges Whitaker and Littleton, from which Chief Justice 
Whaley dissented. Judge Jones took no part. In dissenting, Chief 
Justice Whaley said: 

The majority opinion admits that the subcontractor was 
this amount to plaintiff. 

The contractor is the plaintiff in this action. The subcon- 
tractor is not suing the contractor or the defendant. Plaintiff 
is suing for himself and his subcontractor for an admitted 
loss. The defendant was not a party to the subcontract. No 
consideration has been paid by the defendant for the protec- 
tion given the contractor in the subcontract and without it the 
defendant cannot avail itself of this defense. 

In my judgment it is a travesty of justice to allow plaintiff 
overhead on the losses suffered by his subcontractor and to 
deny recovery to plaintiff for his subcontractor of the amount 
admittedly due him from the defendant, which any court of 
equity would require the contractor to pay over to his sub- 
contractor after payment to him by the defendant. 


This dissenting opinion turns on the fact that no consideration 
was paid by the Government for the protection given the contrac- 
tor in the subcontract, but we have found that in the war contract 
termination clauses, the prime contractor has agreed to extend his 
defenses to the Government. So there is little comfort in the dis- 
sent, and it appears that the majority opinion may well apply to 
subcontractor claims under the termination clauses. 

Generally speaking, we may safely say that there is doubtful 
advantage to a prime contractor in imposing such conditions on 
his sub as will enable him, and the Government, to deny payment 
of damages actually sustained. Subcontractors who accept such 
conditions are seriously jeopardizing their case. 

Doubtless the situation in which this principle will most often 
arise to plague the subcontractor is that in which the subcontract 
contains a delays-damage clause substantially the same as that in 
the prime contract, but without the saving feature in the prime 
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contract which makes the delays-damage clause inapplicable in 
the event of general cancellation. That is, assume that both prime 
and subcontracts contain delays-damage clauses, and both prime 
and subcontracts contain clauses substantially equivalent to PR 
324 except that the sub does not contain any provisions such as 
paragraph (1) of PR 324 reading: 

(1) ... Notwithstanding Article . . . (Delays-Damages) 
and any defaults of the contractor, the Government shall ter- 
minate this contract only in accordance with this Article if 
such termination is simultaneous with or part of or in con- 
nection with a general termination of war contracts at, about 
the time of, or following the cessation of the present hostili- 
ties or the end of the present war, unless the contracting offi- 
cer finds that the defaults of the contractor (1) have been 
gross or willful and (2) have caused substantial damage to 
the Government. 


Both the sub and the prime are in default at the cessation of hos- 
tilities and the prime is cancelled. The default of the prime is 
not a defense in the hands of the Government because it has 
bound itself to settle under the termination clause. The prime, 
however, can cancel the sub’s contract for reason .of the sub’s 
default and the Government may compel him to do so, in which 
event the sub may very well find himself charged with offsets 
equivalent to the cost of completion of the uncompleted portion. 

There is danger in the fine print making up the conditions 
attached to purchase orders which become part of the subcontract. 
It is not safe to ignore the conditions on the assumption that 
everything will work out for the best. 

We have spent some time on this discussion of the status of 
the subcontractor because it seems to be of pretty general impor- 
tance. There are more subcontractors than there are prime 
contractors. 

Of course, the attitudes of all prime contractors on this problem 
are colored by the necessity that they make no cancellation com- 
mitment for which they may not receive reimbursement from the 
Government. Any other course could prove fatal. 

However, it is doubtful if the contracting officer has such broad 
powers to disallow claims of subs as some prime contractors think. 
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The Right of Prime Contractors to Reimbursement 

The distinction between questions of law and questions of fact 
again enter this discussion. War Department prime contracts pro- 
vide that the contractor will be reimbursed in a negotiated settle- 
ment for costs, expenditures, liabilities, commitments, and work 
or, under the formula, for all expenditures made and costs in- 
curred in settling or discharging outstanding obligations or com- 
mitments. To be sure, the clause provides that these settlements 
must be made with the prior written approval of the contracting 
officer, but we have found that the contracting officer may not act 
in an arbitrary, capricious, fraudulent, or unfair manner. Conse- 


. quently, where the claim of the subcontractor has been determined 


by the judgment of a competent court, it seems clear that such 
judgment is binding on the contracting officer as a matter of fact, 
and that he would make an error of law not to so recognize it. 

Whether or not it agrees with this reasoning, the War Depart- 
ment has provided in PR3 at Section 324.5 that the termination 
clause, PR 324, may be amended by adding a sentence: 

The foregoing subparagraph (2) of this paragraph (d) 
shall be construed as requiring the contracting officer to ap- 
prove the payment to the contractor of, or the reimbursement 
of the contractor for, the amount of any final judgment ren- 
dered by a court of competent jurisdiction determining the 
liability of the contractor upon an obligation or commitment 
which the contracting officer finds to have been incurred or 
entered into with respect to the uncompleted portion of this 
contract, or for such part of such judgment as the contracting 
officer finds to have been based upon such a liability of the 
contractor. 


The clause then goes on to require that the contractor shall give 
the contracting officer notice of the initiation of a suit and that 
the contracting officer shall find that there was an attempt in good 
faith to negotiate an adjustment of the liability without litigation. 
This section of the Procurement Regulations ends with this sig- 
nificant sentence : 

The above sentence is deemed to effect no substantial 
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change in the meaning of the language contained in said con- 
tract article. 


Commercial Arbitration of Subcontractor claims 


My own feeling is that commercial arbitration offers a quick, 
easy, and effective method for determining disputed subcontractor 
claims. Both the New Jersey Arbitration Law‘ and the United 
States Arbitration Act™® make agreements to arbitrate future 
disputes arising out of contracts legally enforcible. Thus, if a 
subcontract, to which one of the parties is a New Jersey corpora- 
tion, contains a provision for compulsory arbitration, disputes at 
termination will be arbitrated, and under both the New Jersey 
and the Federal law, the award of the arbiter may be docketed 
with or confirmed by the court which would have had jurisdiction 
over such dispute if it had become a matter of suit, whereupon 
the award becomes the judgment of such court. I doubt that a 
contracting officer can refuse to recognize a judgment obtained 
in this manner, but suggest that if any of you propose to arbitrate 
under a contract provision, you give the contracting officer notice 
thereof so that the record will be clear. 

Nothing I have said is very comforting. I suspect that my com- 
ments have only added to your worries. At this time, only one 
fact stands out clearly: Termination and confusion are synony- 
mous. 


15RS 2:40-10 to 2:40-26 
16 Public No. 401 68th Congress Feb. 12, 1925. 
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